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	Abstract
Why do firms in business groups invest in affiliated firms’ equities?  How does the stock market respond to such investment?  Using a unique data on publicly traded firms' internal equity investment during the period of 2001 – 2005, we examine the determinants for and effects of the internal capital market activities. We find that a motive to maintain group control is important in internal equity investment. Equity investments in overseas affiliated firms are often found in the firms with higher market value. Firms tend to invest larger amount when they have lower controlling shareholder’s ownership or when the issuing firms show lower profitability. Stock market responds negatively to the investment in domestic affiliated firms, implying the market’s perception that equity investment in domestic affiliated firms reduces the minority shareholders’ wealth. Unexpected investment leads to the market’s negative reaction. These results are consistent with the argument that internal capital market is used as the controlling shareholder’s tunneling device at the cost of small shareholders. 
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1. Introduction      
Why do firms engage in internal capital transactions? Firms may use internal capital market to reduce funding costs against high information asymmetry problems and transaction costs in developing countries with poor institutional environment (Khanna and Palepu (2000)). Multi-divisional firms can enhance firm value by moving resources form one division to another division with a higher return or with a booming business (Stein (1997). These arguments suggest that internal capital market facilitates the efficient use of firms’ resources. 
On the other hand, firms may engage in internal capital transactions to benefit controlling shareholders or other corporate insiders. As Stein and Scharfstein (2000) argue, CEOs in multi-divisional firms might allocate resources more to poorly performing divisions for political reasons. Business groups are also vulnerable to incentive problems due to the issues arising from ownership structure. In business groups, controlling family often have control rights far exceeding their cash flow rights using the pyramidal and the interlocking ownership among affiliated firms (Bebchuk et al. (2000) and Claessens et al. (2000). Large disparity between cash flow rights and control rights gives the controlling family an incentive for tunneling activities (Johnson et al. (2000b)). This would result in expropriating firms’ resources at the expenses of other minority shareholders or building a large empire (Jensen (1986)). 
These conflicting views suggest that internal transaction might have multiple purposes rather than single dominant motive: expanding current business, reducing information asymmetry, and tunneling firms’ resources. Using equity investment transactions, we analyze the motivations for internal capital markets in business groups and investigate the market’s response. We focus on investment in newly issued equities which are paid in cash, because this type of investment is directly connected to the issuing firms’ need for internal capital market. With actual transaction records, we are able to exclude investment through the secondary market or security swaps. 

Examining transactions between business group affiliated firms provide us with some advantages. Since business group affiliated firms are legally independent entities, public information of individual member is more easily available than that of individual division in multi-divisional firms. Business groups also exhibit different ownership and the control structure across affiliated firms, unlike holding companies that own 100% of equities of most affiliated firms. Thus the controlling shareholder’s ownership and control rights are different across affiliated firms, causing various incentive issues. This provides an opportunity to examine whether the interest conflict between shareholders affects the internal capital transactions. 
We have collected investment in both overseas and domestic affiliated firms in business groups in South Korea. Korean firms are suitable for testing the issues in internal capital markets for several reasons. First, business groups are prevalent among Korean firms. Some of them have more than 50 affiliated firms. Equity investments between affiliated firms are active as well. In our data of publicly traded non-financial firms which are not holding companies either, 884 firm years engage in acquiring newly issued equities of affiliated firms during the period of 2001 to 2005. This figure represents more than 25% of all relevant firm years in our data set. Investment magnitude is also notable. On average, 6% of total assets are allocated to the equities in affiliated firms during the sample period. This figure rises to 7.7% among firms in large business groups
. Second, publicly traded firms in Korea are required to disclose information on transactions with affiliated firms.
 The information includes the date, the amount and the counterpart in the transaction. Using actual transaction records, we can directly identify the equity issuers. From our data set, we find the issuers in most internal equity investment are non-publicly traded, privately held firms. 
Using unique transaction data from 2001 to 2005, we test how aforementioned factors such as group control, information asymmetry, and tunneling play in firms' decision on equity investment in affiliated firms. At the same time, we examine the stock market’s responses to the announcement of such transactions. This enables us to observe whether the market reactions are consistent with the motivations of internal equity investment. We also analyze the possibility of the market’s anticipation for equity investment transactions. According to Cheung, Rau, and Stouraitis (2006), publicly traded firms’ related party transactions are not predicted in Hong Kong stock market.

Our findings are summarized as below. Firms with higher market value are more likely to invest in equities of overseas affiliated firms. On the other hand, investing firms tend to invest more in the equities issued by poorly performing domestic affiliated firms. In both cases, de-facto holding firms are more likely to invest and tend to acquire more equities reflecting the motive for maintaining the controlling shareholder’s group control. In addition, firms with higher controlling shareholders’ ownership acquire less equity. This implies that controlling shareholders with small ownership stakes expropriate their minority shareholders’ wealth. The stock market responds negatively to the investment in domestic affiliated firms, while it does not show significant responses in the overseas cases. These results are consistent with the argument of the controlling shareholder’s tunneling motives in the former. During the period of 2004-2005, such negative reaction mostly came from the announcement by the firms that are not anticipated to become investing firms. 
This paper is organized as follows. Section 2 develops the hypotheses, while introducing related literature. Section 3 describes our data set and methodology. Section 4 presents the empirical results, reporting the determinants of equity investment in affiliated firms and the market’s response to the announcements of such transactions. In Section 5, we provide the summary of our findings. 
2. Related Literature and Hypotheses 
2-1. Related Literature

There are two conflicting views on the role of internal capital markets. One, internal capital markets are to play a positive role in enhancing firms’ growth or reducing information asymmetry problem in the financial market. Stein (1997) argued that if there is a powerful superviser, multi-divisional firms can enhance their firm value by transferring cash generated from a division to other which shows higher return on investment. Khanna and Palepu (2000) argued that information asymmetry can be relieved through internal capital market, particularly in the emerging markets where institutions are not well developed.

The other stream in the research of internal capital market focuses on the agency problem, arguing that corporate insiders use the market for their own interest. Stein and Scharfstein (2000) argued that political reasons inside the firm make CEO’s in multi-divisional firms provide more resources than what poorly performing divisions deserve. Existence of the controlling shareholder tends to reduce the agency problem caused by non-owner managers (Shleifer and Vishney (1986)) but the agency problem between minority shareholders and the controlling shareholder becomes important. (La Porta et al. (1999)) 

Controlling shareholders often own control rights far exceeding their cash flow rights using the pyramidal ownership structure or mutual equity holding. The disparity between control rights and cash flow rights reinforces the controlling shareholder’s tunneling motive, resulting in expropriation of firm resources at the expenses of the minority shareholders’ wealth. (Johnson et al. (2000a) Most of the researches dealing with internal capital market in Korea supports the tunneling motive, while some show that motives for supporting affiliated firms also exist. (Kang and Baek (2002), Yoon (2004), Kang, Park, and Jang (2006b))
Bae, Kang, and Kim (2001) examined mergers and acquisitions by firms in the largest 30 business groups and measured the agency problem as the shares under the owner manager’s influence. Their results show that the stock price of the acquiring firm responds more negatively, implying the agency problem becomes more serious, as the controlling shareholder’s ownership is larger. 
Baek, Kang, and Lee (2006) argues that the issuing price of the security relative to the market price depends on whether the firm is a acquirer or an issuer and the magnitude of the controlling shareholder’s ownership affects. The stock price of acquiring firm responds negatively to the announcement in the case of premium issue, particularly when the controlling shareholder’s rights in the subscribing firm are lower. This suggests that the conflict of interest between shareholders become more problematic in the firm where the controlling shareholder’s ownership is lower. 
Unlike other types of internal capital transactions, equity investment in affiliated firms may involve the group control motivation in addition to the efficient allocation of resources or the reduction of information asymmetry. Cho and Lim (2007) suggested that the controlling shareholder’s group control motive might encourage equity internal equity investment. 
2-2. Hypotheses

We argue that firms can use internal capital markets for several reasons. One, firms invest in internal equity investment to preserve the controlling shareholder’s current group control scheme. As Kang, Park, and Jang (2006a) and Kim, Lim, and Sung (2007) show, the controlling shareholder of a business group owns large stake in its de-facto holding firm which owns large amount of equities of the group affiliated firms. If so, the controlling shareholder may prefer using the de-facto holding firm as an investment vehicle when affiliated firms are in need of capital. By doing this, the controlling shareholder can maintain the group control that he has built. We expect to observe de-facto holding firms with large ownership in affiliated firms are more likely to invest in equities issued by affiliated firms. 
We may extend the argument by Stein (1997) to a case in business groups. Firms with low growth would use internal equity investment as a way to enter into newly growing industries. Firms with high growth, however, can achieve higher profitability through using resources inside the firm rather than transferring them outside the firm. Thus high growth potential may negatively affect both the likelihood and the size of internal equity investment. 
Non-publicly traded firms may prefer raising funds in the internal capital market to financing in the outside capital market because they face more information asymmetry than listed firms. Thus if the motivation of internal equity investment lies on mitigating information asymmetry problem, the size of investment is larger among non-publicly traded firms than among publicly traded firms. Since the investment motive lies on the needs of issuing firms in this case, larger transaction sizes are more likely to be found in the investment in less profitable firms.
In the case where agency problem is a main motive for internal equity investment, characteristics which are not related to the efficient resource allocation can affect the investment. The controlling shareholder might have motivation to transfer cash of a firm where his own rights are low to other firm where his own rights are high. Thus the size of equity investment can increase as the cash asset level increases and the controlling shareholder’s rights in the investing firm decrease. 

The market’s response to transactions mostly reflects the responses of minority shareholders or prospective minority shareholders, since the controlling shareholders seldom trade their holdings. On the contrary, corporate decisions are made by the insiders of whom controlling shareholders are on the top. Thus we can use the market response to reveal the conflict of interest between shareholders. Negative responses can imply that internal equity investment shows the existence of agency problem. 
If internal equity investment decisions are affected by firm characteristics and ownership structure of the business group, the stock price might have already reflected the likelihood and the effect of such investment on the shareholders’ value. Consequently, the market can show no or little response to anticipated announcement while responding to announcements by the firms that are not likely to invest.

3. Data and Methodology 

3.1 Data 
We have collected publicly disclosed transactions of equity investment in affiliated firms (“collective transactions” hereafter). The transactions are carried by the firms which are listed on the Stock Market Division of the Korea Exchange during the period of 2001 to 2005. The disclosure obligation was first imposed at the end of 1999 on the 10 largest business groups and then extended in 2001 to the firms in the 30 largest business groups. From April 1st, 2006, Obligation of reporting no later than one day of the investment decision does no longer apply except for the cases of “important management issues”. In order to build the comprehensive data set, we chose the window from 2001 to 2005. Individual transactions with the title of “equity investment in related parties” were collected from Data Analysis, Retrieval and Transfer System (DART) of the Financial Supervisory Service. Related parties are defined as the parties with special relations to the controlling shareholders, including controlling shareholder's family, relatives, firms or not-for-profit organizations under the controlling shareholder's influence, and the employees of those firms. We exclude the transactions by holding companies. Because most of their assets are equities of affiliated firms, they are not suitable for the research purpose of our paper. The transactions by firms in financial industry are excluded as it is difficult to compare their firm characteristics with those of the firms in non-financial industries. The transactions with funds or special purpose vehicles are also excluded. 
As of April, 2002, the Ceiling loosened the level of regulation. The range of business groups with the controlling shareholder bound by the Ceiling was reduced
 and in the firm level several cases of equity investment became allowed. Among the firm level changes, the Ceiling was not any longer applied to investment in affiliated firms which belong to the same industry
. Other cases that were not subject to the Ceiling include the investment in firms as follow: Firms that operate in certain industries such as telecommunication, biotechnology, alternative energy, etc. and firms with weak financial structure
. In 2004, there was again a distinct change in the range of business groups that were subject to the Ceiling. The Fair Trade Commission set the criteria that gave some waivers to business groups from the restriction of the Ceiling. As a result, more business groups became free to engage in internal equity investment. The regulation was further loosened in 2005. These major regulation changes can bring the difference in decision making factors of internal equity investment. Thus we separate our data set into two sub-period samples of 2001-2003 and 2004-2005 and carry analyses for each, as well as for the whole period sample.
Depending on the type of the equities, equity investment transactions are categorized into the purchase of new issues, the purchase of outstanding issues, and others such as the exercise of conversion right. We restrict our samples to the purchase of new issues in order to analyze transactions that obviously affect the cash position of both the Investing firm and the issuer. Table 1-1 and Table 1-2 show the number of transactions meeting the criteria above and the number of firms which participated in those transactions. 884 qualified transactions occurred. Among them 347 were investments in affiliated firms located outside Korea and 537 were investments in affiliated firms located in Korea. Most investments in overseas affiliated firms occurred during the period of 2004-2005 and only 11 events occurred during the period of 2001-2003. 162 firms invested in overseas affiliated firms and 353 firms invested in domestic affiliated firms. Since some firms invested in both overseas and domestic affiliated firms, 472 firms invested in equities of affiliates regardless their locations is. 
We classified samples into three different types. The first sample is used for the analysis of the effect of firm characteristics and group ownership structure on the likelihood and the investment size. 451 observations remain in this sample after firms with no information are excluded (“whole sample” hereafter). 153 of them invested in overseas affiliated firms (“overseas sample” hereafter), while 340 invested in domestic affiliated firms (“domestic sample” hereafter). The yearly sum of the investment is considered as the investment size when a firm invests more than once in a firm year. 
The second type is used for the analysis of the effect of affiliated firms’ characteristics on the investment size. This sample consists of unique pairs of an investing firm and an affiliated firm for each year. Multiple transactions by the same pair of an investing firm and an issuing firm are regarded as one observation and the sum of the transaction amounts is used in calculating investment size. As a result, 315 pairs remain in the sample after pairs with no information on the issuing firm are excluded. The final type is for the analysis of cumulative abnormal returns (CAR). In the case where the same investing firm is involved in multiple transactions at the same date with different affiliated firms, only the transaction with the largest amount is left as it is considered to most strongly affect the stock returns. In order to avoid the problems from clustered transactions, the transaction with the largest amount is left when transactions by single investing firm occur at more than single date in the same firm year. Observations are excluded when stock return data are not available. As a result, 147 observations remain in the overseas sample and 323 in domestic sample. 

Accounting data are collected from the database of Korea Investors’ Service (KIS). The ownership data of listed firms are from the database of Korea Listed Companies Association and the ownership data of non-Listed firms are from the database of Korea Investors’ Service (KIS). Daily return data of investing firms are collected from the database of Korea Securities Research Institute (KSRI). All accounting data Ownership data and are collected from the financial statements of the fiscal year which the event year is following to. Variables shown as a ratio of firm characteristics are winsorized at 1% and 99%, respectively.
3.2 Determinants of the Likelihood and the Size of Equity Investment
We use Logit models to find the determinants of the likelihood of equity investment. The dependent variable, yi, represents Equity Investment dummy which equals to one if the firm experienced equity investment in affiliated firms more than once in the year and zero otherwise. Samples of overseas affiliated firms and domestic affiliated firms are used respectively. The regression model for this analysis is as below.
yi = α + β1·Regulation Dummyi + β2·Firm Sizei + β3·Leveragei + β4·Operating Profiti + β5·Cash Holdingsi + β6·Control over Affiliatesi + β7· CS Ownershipi + β8·Market to Booki + εi  (1)

Regulation Dummy is equal to one if the firm is subject to the “Ceiling on the equity investment in affiliated firms” on April in the year when the event occurred (“event year” hereafter) and zero otherwise. Firm Size is measured as the natural logarithm of the total assets in million, Leverage is the total liabilities scaled by total assets, Operating Profit is operating income scaled by total assets. Cash Holdings represents financial slack measured as the natural logarithm of cash assets scaled by total assets minus cash assets. Cash assets are measured as the sum of cash and cash equivalents, short term financial instruments, and short term investment. Control over Affiliates represents the status of the investing firm in the group ownership structure and is measured as the amount of affiliated firms’ equities scaled by the total assets. CS Ownership is the sum of investing firms’ shares owned by the controlling shareholder, his family, relatives, and not-for-profit organizations under his influence. We exclude the shares owned by affiliated firms and employees, since our purpose is to measure the monetary benefit rather than the control benefit that belongs to the controlling shareholder. Market to Book represents the firm’s growth opportunity and measured as the sum of the market value of common stocks and preferred stocks plus the total liabilities divided by the total assets. All Logit models include Year Dummy variables, which represent the year when the event occurs.
The second part of our statistical analysis uses a Tobit model to examine the factors affecting the magnitudes of equity investment in affiliated firms. Since many firms have not invested in affiliated firms, a large proportion of the firms reports a zero ratio. Firms with equity investment would show a positive ratio for the measures described above. Conventional least squares regressions can not account for the qualitative difference in observations with a zero value and observations with a continuous non-zero positive value. To resolve this problem, we use the following Tobit log likelihood function. The function consists of two parts: a regression for non-zero observations and the relevant probabilities for the zero observations.
 In the equation below, the dependent variable, yi, is investment size measured as the natural logarithm of one plus the yearly sum of investing firm’s equity investment in affiliated firms scaled by the total assets.
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The regression model for this analysis is the same as equation (1) in Logit analysis.
We also examine the effect of firm characteristics of both the investing firm and the issuing firm on internal equity investment decision. We apply OLS models to the sample of the firms that purchased equities of affiliated firms. We use the same regression model as equation (1) and the model below. When using the model of equation (1), the dependent variable is the natural logarithm of the yearly sum of investing firm’s equity investment in affiliated firms scaled by the total assets. When using the model below, the amount of equity investment is summed only for the issuing firm in the specific pair of investing firm and issuing firm. Suffix “p” denotes the investing firm and “a” denotes the issuing firm.
yi = α + β1·Regulation Dummy _pi + β2·Firm Size_pi + β3·Leverage_pi + β4·Operating Profit_pi + β5·Cash Holdings_pi + β6·Control over Affiliates_pi + β7·CS Ownership_pi + β8·Market to Book_pi + β9·Listed Dummy_ai + β10·Firm Size_ai + β11·Leverage_ai + β12·Operating Profit_ai + β13·Equity Loss Dummy_ai + β14·Equity Loss Dummy_ai * Operating Profit_ai+ εi  ……… (3)

For issuing firms, Listed Dummy represents whether the firm suffers from information asymmetry. It equals to one if the issuing firm is listed on either Stock Market or KOSDAQ Market of Korea Exchange and zero otherwise. Equity Loss Dummy equals to one if the issuing firm has negative net worth, and zero otherwise.
Tobit models and OLS models with investing firms’ information include Year Dummy variables representing the year when the event occurs (“event year” hereafter). In addition to Year Dummy variables, OLS models with information of both investing firms and issuing firms include Industry Dummy variables representing the first two digit of the Standard Industry Code which the investing firm belongs to.

3.3 Effects on the Stock Price 

An advantage of analyzing Korean firms for the research of internal capital transactions is the high portion of large business groups among listed firms. “Rules on security issuance and the disclosure of listed securities” requires every listed firm’s transaction with related parties to be disclosed through the regulatory agent within one day after the transaction. The content of the disclosure should include relevant dates, counterparty’s name, transaction amount, attendance and voting result of outside directors, and equity holdings in the issuing firm after the reported transaction, etc. Thus information is open to the stock market almost not later than one day after the corresponding decision is officially made. 

The dates related to a transaction are the disclosure date, the board meeting date, and the settlement date. We choose the earliest one among these as the announcement date, since it is desirable for the purpose of calculating cumulative abnormal returns (CAR).  If the board meeting date is different from the disclosure date due to the one day grace period, then former rather than the latter would be the time when the information arrives at the stock market (“event date” hereafter). For the same reason, settlement dates are chosen as the event date in a few transactions where disclosures take place later.  

We apply the market model to have the benchmark return and use the KOSPI index as the proxy for the market return.  More specifically, we average daily abnormal returns and CAR after we calculate them for each stock by subtracting the estimated return from the realized daily return for a certain window periods. The period of 240 days from 11 days before the announcement date is used to estimate the beta for each stock. Cumulative average returns for the windows of (-5, +10), and (-1, +10) are calculated for the sample of investment in overseas affiliated firms and domestic affiliated firms, respectively. 
We apply OLS regressions to examine the factors affecting CAR. According to Figure 3, stock market starts to respond on different dates between the samples for the period of 2001-2003 and for the period of 2004-2005. In order to analyze with the same window for all sub period samples, we choose the window starting on the date right before the event date. From table 5-2, we decide to use (-1, +4) window, which has the greatest t-value of CAR. Basic regression model is as below.

CARi = α + β1· Unexpected Firm Dummyi + β2· Deal Sizei + β3· Stock Volatilityi + β4·Regulation Dummyi + β5·Firm Sizei + β6·Leveragei + β7·Operating Profiti + β8·Cash Holdingsi + β9·Control over Affiliatesi + β10·CS Ownershipi + β11·Market to Booki+ εi ………………………………………………………………………………………………… (5)

In addition to the variables used in the analyses of likelihood and size, we use some variables representing the transactions specifics. Unexpected Firm Dummy represents whether the market anticipates the transaction. The result from our Logit regressions is used to estimate the likelihood of a firm’s equity investment in affiliated firms. The variable equals to one if the firm shows the estimate that belongs to the 1st quartile of the likelihood of equity investment in the relevant affiliated firms and zero otherwise. Deal Size, the transaction amount scaled by the market value of the investing firm, is used to find whether the magnitude of investment affects the market’s response. Stock Volatility is calculated as the standard deviation of the past daily stock returns. Year Dummy variables and Industry Dummy variables are included. 
4. Results 

4.1 Descriptive Statistics 

Table 2 reports the characteristics of the firms in different samples. Panel A reports the group-mean differences for groups of firm years depending on whether the firm acquired the equities of affiliated firms in the year, regardless the location of the issuing firm. Investing firms tend to be larger, belong to large business groups and be subject to the "Ceiling on the equity investment in affiliated firms". As for the performances, these firms show superior operational profitability compared to the firms which did not acquired the equities of affiliated firms. Investing firms tend to be old with a higher age, representing the later stage in the life cycle of those firms. However, recent sales growth or the market to book ratio as an indicator of growth potential does not show a significance difference between the two samples. Thus it is not likely that mature firms with affluent cash utilize the internal capital market in order to search for new growth opportunity. 
Panel B compares the characteristics of the firms in the overseas sample and the firms in the domestic sample. Cash assets, equity holdings in affiliated firms, and the market to book ratio are significantly larger in the overseas sample. This suggests the possibility that firms with high growth potential and ample cash might be more aggressive in equity investment in overseas affiliated firms than in domestic affiliated firms. 
Panel C compares the firm characteristics between investing firms and issuing firms. It can be said that investing firms have better access to the capital market. Among issuing firms, only 28 observations of the Sample are listed on Stock Market or KOSDAQ market of the Korea Exchange, while all investing firms are listed on Stock Market. Considering much higher leverage and lower profitability of the issuing firms, such low portion of listed stocks provides some grounds for the information asymmetry hypothesis. The investing firms exhibit better current performance but poorer future growth potential to that of the issuing firms. This suggest the possibility that investing firms sought for affiliated firms with higher growth potential. 
4.2 Investment Likelihood: Which firm invests? 

Table 3 shows the result of Logit regressions, using investing firms’ characteristics as explanatory variables. The result from the overseas sample shows that Firm Size and Control over Affiliates, Market to Book, CS Ownership and Cash Holding show positive significant coefficients. A positive sign in Control over Affiliates suggests that large firms on the higher rank of the ownership pyramid are more likely to invest in affiliated firms. A positive sign in Market to Book suggests that firms in growing industries use equity investment in affiliated firms as an expansion strategy of current business. A positive effect of CS Ownership can suggest that existence of a powerful controlling shareholder is more likely to encourage firms to participate in risky but high ROI projects. A positive relation with Cash Holding implies that an incentive to spend free cash flow increases firms’ likelihood of equity investment in overseas affiliated firms. 
The result from the domestic sample shows that Firm Size and Control over Affiliates show significantly positive coefficients as in the overseas sample. Other variables, however, do not yield significant coefficients. The last two columns show the results from the two sub-period samples of 2001-2003 and 2004-2005, respectively. During the period of 2001-2003, firms with low growth tend to become investing firms, suggesting that the purpose of equity investment in domestic affiliated firms is correlated with searching new growth opportunities. However, these features vanish during the period of 2004-2005, failing to argue that this incentive works for the overall period. Control over Affiliates shows a significantly positive coefficient in both overseas and domestic sample. This implies that the controlling shareholders in business groups show strong tendency to choose the investing firm in a way to preserve their current control scheme, regardless the purpose of the internal equity investment. This is consistent with the hypothesis that the ownership structure affects the selection of investing firms among the members in a business group.
4.3 Investment Size: Who invests more? 
Table 4 reports the result of Tobit analyses, which are mostly similar to those from Logit regressions. Panel A of Table 5 shows the result of OLS analyses for samples that include only information about investing firms. The result for overseas sample shows that the investment size increases as the controlling shareholder’s CS Ownership decreases. This implies that the resources of the firms with higher minority shares are more likely to be used, among firms that once choose internal equity investment as an expansion strategy. This is consistent with the tunneling hypothesis. The agency problem between controlling shareholders and minority shareholders are realized by using minority shareholders’ wealth to supporting affiliated firms in the same business group. This variable showed a positive coefficient in the Logit analysis. We think the difference comes from the different role of this variable in firms’ incentives for internal equity investment. The existence of the controlling shareholder who has a large stake in the firms can encourage the actual implementation of the firm’s expansion strategy, profitable but risky. However, what determines its magnitude is not the ownership structure but the business itself. Thus the positive effect of this variable weakens among the firms that have already chosen this strategy. Rather, the controlling shareholder’s incentive to use minority shareholders’ wealth is shown more apparently. 

The result for domestic sample during the entire sample period shows that both Market to Book and CS Ownership show negative coefficients but not significant. The effects of these variables become more apparent when the analyses are carried for each sub-period sample. For the period of 2001-2003, Market to Book shows a significantly negative coefficient. This suggests that low growth firms are more aggressive in equity investment in domestic affiliated firms. For the period of 2004-2005, CS Ownership shows a significantly negative coefficient. For the domestic sample of 2004-2005, larger investment size is related to larger Control over Affiliates. Considering this is also shown in the overseas sample, where most observations occur during the period of 2004-2005, de-facto holding companies must have been aggressive in internal equity investment in the period. 

Panel B shows the result for the domestic sample with information about affiliated firms as well as investing firms. Column (1) shows that resources of the firms with higher minority shareholders’ rights are used more, which is consistent with the result in Panel A. Column (2) and (3) show the result for each sub-period sample for the period of 2001-2003 and 2004-2005, respectively. Operating profitability of affiliated firms significantly affect the investment size in the negative direction. The interaction term of affiliated firms’ profitability and Equity Loss Dummy shows a positive coefficient. Thus investment size increases as the performance of affiliated firm deteriorates, but this incentive to support affiliated firms showing poor performance is weakened when the affiliated firm is in severe condition such as equity loss. The coefficient of CS Ownership is still negative but insignificant. Since Market to Book is not significant in any model, we can ignore the hypothesis of mature companies’ searching for growth opportunity. Finally, Listed Dummy shows a negative but insignificant coefficient, suggesting that information asymmetry does not affect investment size.
 
Panel C shows the result for the same sample, but the models include dummy variables representing the industries of investing firms. In both column (1) and column (2), CS ownership show negative coefficients. The coefficient is significant in column (1). This implies the tendency to use minority shareholders’ wealth as much as possible. Profitability of the issuing firm shows significantly negative coefficients in both columns, suggesting more cash goes to recipients showing poorer performance. This says that internal equity investment in domestic affiliated firms is not driven by the investing firms’ need but rather by the issuing firms’ need.

4.4. Effect on the Market: How does the market assess the investment? 
Table 6-1, Table 6-2, Figure 1, and 2 show the CAR from the analyses of cumulative abnormal returns for overseas sample and domestic sample, respectively for the window of (-5, +10) and (-1, +10). While we can not find any significant responses in overseas samples, domestic sample show significantly negative response. Table 6-3, Table 6-4, Figure 3, and Figure 4 show the CAR for each sub-period sample. Negative response is common in both samples but there is difference in the time when the response starts. During the period of 2001-2003, returns decrease from the previous day of the event day, while during the period of 2004-2005, returns start to decrease from several days before the event day. Thus in the latter period information leaking appears.
As shown in Figure 1 and Figure2, a significant stock price reaction does not appear for the overseas sample. Though it is not reported, the result from the OLS analysis also shows that most variables but Stock Volatility are insignificant. Table 7 shows the results of OLS analyses of the CAR for the domestic sample. For the sample of the entire period and the sample of 2001-2003, the explanation power of the models is very low. This suggests that stock reactions to the internal equity investment announcement are not explained by firm characteristics. 
For the sample of 2004-2005, however, Control over Affiliates significantly affects the CAR in a positive direction. In other words, the stock market responds negatively to the equity investment in domestic affiliated firms when the investing firm is ranked low in the group ownership structure. Using the result of our Logit analysis, we create a measure that represents whether the announcement is anticipated by the market in order to find the relation between the market anticipation and the response. According to the result of model (4), investment announcement by the unexpected firm explains negative market responses to the equity investment in domestic affiliated firms. For the sample of 2001-2003, however, market anticipation is not significant and the adjusted R-square of the model is also low though this result is not reported. We think this comes from the relatively more strict regulation during the period. It binds internal equity investment, limiting the role of firm characteristics in the firms’ decision. In 2004, the criteria for waivers from the Ceiling reduced the number of business groups. Before these deregulations, investing firms’ behavior could be limited by the regulation to some extent. 
5. Conclusion
Why do firms engage in internal capital markets? In order to answer to this question, we examine characteristics of firms investing in the internal capital markets. In addition, we also examine factors determining the magnitude of the investment, followed by the stock market’s assessment. 
Internal capital investment can be used for multiple reasons such as growth strategy, private benefits of insiders, and reducing information asymmetry. There seem to be differences in motives in equity investments in abroad and domestic affiliates. In the case of overseas investment, firms’ growth strategy or corporate insiders’ desire to build oversees subsidiary play a role. On the other hand, domestic investment is motivated by the needs of affiliated firms which suffer from poor performances. Regardless of the locations of recipients, when a group decides to invest, the group seems to utilize a de-facto holding company so that the controlling shareholder’s current control over the entire group is maintained.
Our results suggest that firms engage in internal equity investment for tunneling purpose and for mitigating accessibility to funds. Listing status does not significantly affect the investment size, although publicly traded firms would face fewer problems associated with information asymmetry compared to non-publicly traded firms. Controlling shareholder’s cash flow rights lower the magnitude of the investment size. Firms spend larger portion of their assets when the controlling shareholder’s cash flow rights is low. Moreover, issuing firms profitability was lower. Equity investment to support issuing firms is equivalent to replacing firms’ cash with illiquid stocks of poorly performing affiliated firms. These findings suggest that internal equity investment is made at the cost of minority shareholders’ wealth. 

The event study result shows that market reaction comes mostly from the announcement by the firms that are not anticipated to invest. This result suggests that investors in the market seem to have learned that equity investment is to support troubled domestic affiliated firms at the cost of outside shareholders. Such information is already reflected in stock prices. So unexpected investment yields negative stock returns.   

In this study, we have shown that internal capital markets might have been used to support poorly performing affiliated firms. Market reactions suggest that investors also perceive equity investment decision as a value destroying activity. However, all these interpretations are based on short term performance. If the issuing firms’ performance takes a long time to improve, the market might not have proper information. In this case, a negative response from the market upon announcements indicates the existence of information asymmetry between the firm and the market. Therefore, this study should be extended to examine long term performance of issuing firms and investing firms.
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Table 1.1: Investment in Newly Issued Equities of Affiliated Firms

The table shows the frequency of equity investment in affiliated firms by the location of affiliated firms. We exclude transactions by holding companies, financial institutions, special purpose vehicles, or funds. We include investment in newly issued common stocks by affiliated firms and do not include open market share purchases, and CB or BW exercises. Overseas affiliated firms describe the affiliated firms located outside Korea, while domestic affiliated firms describe the affiliated firms located in Korea.

	Year
	Number of Investment in

Overseas Affiliated firms
	Number of investment in Domestic Affiliated firms
	Sum

	2001
	4
	120
	124

	2002
	5
	88
	93

	2003
	4
	124
	128

	2004
	134
	101
	235

	2005
	200
	104
	304

	Sum
	347
	537
	884


Table 1.2: Firms that Invested in Newly Issued Equities of Affiliated Firms

This table shows the number of firms that engaged in equity investment transactions with affiliated firms by the location of affiliated firms. We exclude transactions by holding companies, financial institutions, special purpose vehicles, or funds. We include investment in newly issued common stocks by affiliated firms and do not include open market share purchases, and CB or BW exercises. Overseas affiliated firms describe the affiliated firms located outside Korea, while domestic affiliated firms describe the affiliated firms located in Korea.

	Year
	Number Firms that invested in

Overseas Affiliated firms
	Number Firms that invested in

Domestic Affiliated firms
	Sum

	2001
	3
	67
	68

	2002
	4
	65
	69

	2003
	4
	81
	85

	2004
	65
	68
	114

	2005
	86
	72
	136

	Sum
	162
	353
	472


Table 2: Descriptive Statistics

The table summarizes the descriptive statistics of the firm characteristics in the data. All sample firms are listed on the Stock Market Division of Korea Exchange. Financial institutions or non-financial holding companies are excluded. Firms that purchased equities of affiliated firms are the firms that have acquired affiliated firms’ equities for the relevant firm year regardless the location. Firms that did not purchase equities of affiliated firms are the firms that have not acquired any affiliated firms’ equities for the relevant firm year regardless the location. Overseas (Domestic) Sample consists of the firms that purchased the equities issued by affiliated firms located outside (in) Korea. Sample with Information about Issuing firms consists of the investing firm-affiliated firm pairs where the Issuing firm’s financial data are available. Chaebol Dummy equals to one if the firm belongs to the 30 largest business groups based on its combined asset size as of 2000 with the controlling shareholder who is individuals or families and the groups separated from those business groups later and otherwise zero, Regulation Dummy equals to one if the firm is subject to the “Ceiling on the equity investment in affiliated firms” and otherwise zero, Assets (in billion) is the total assets in billions of Korean Won, Leverage is the total liabilities scaled by total assets, Cash from Operation is the sum of net income, non-cash expenses, and non-cash revenue, Cash Assets is calculated as the sum of cash and cash equivalents, short term financial instruments, and short term investment scaled by total assets, Equities of Affiliated firms is the amount of affiliated firms’ equities, CS Ownership is the sum of the shares of the issuing firm owned by the controlling shareholder, his family, relatives, and not-for-profit organizations under their influence, Market to Book is the sum of the market value of common stocks, preferred stocks, and the total liabilities scaled by total assets, Sales Growth is the geometric average of the previous two years’ sales growth, and Age is the number of years since inception. The asterisks, ***, **, and * denote statistical significance at 1, 5, and 10 percent levels, respectively. 
Panel A. Firm years that purchased equities of affiliated firms and Firms that did not purchased equities of affiliated firms 

	
	Firms that purchased equities of affiliated firms
	Firms that did not purchase equities of affiliated firms
	Difference

	Firm Characteristics
	N
	MEAN
	MEDIAN
	S.D.
	1st Q
	4th Q
	N
	MEAN
	MEDIAN
	S.D.
	1st Q
	4th Q
	t-value
	p-value

	Chaebol Dummy
	451
	0.33 
	0.00 
	0.47 
	0.00 
	1.00 
	2875
	0.16 
	0.00 
	0.36 
	0.00 
	0.00 
	8.91 
	***

	Regulation Dummy
	451
	0.17 
	0.00 
	0.38 
	0.00 
	0.00 
	2875
	0.07 
	0.00 
	0.26 
	0.00 
	0.00 
	7.25 
	***

	Assets (in billion)
	451
	1,928 
	343 
	4,455 
	145 
	1,457 
	2875
	648 
	138 
	2,965 
	63 
	334 
	7.88 
	***

	Leverage
	451
	0.51 
	0.52 
	0.20 
	0.37 
	0.63 
	2875
	0.64 
	0.54 
	0.53 
	0.37 
	0.71 
	-5.33 
	***

	Net Income / Total Assets
	451
	0.03 
	0.03 
	0.09 
	0.01 
	0.07 
	2875
	-0.02 
	0.03 
	0.27 
	-0.02 
	0.07 
	3.65 
	***

	Operating Income / Total Assets
	451
	0.06 
	0.06 
	0.06 
	0.03 
	0.09 
	2875
	0.04 
	0.05 
	0.10 
	0.01 
	0.08 
	5.20 
	***

	Cash from Operations / Total Assets
	449
	0.07 
	0.07 
	0.09 
	0.02 
	0.12 
	2872
	0.04 
	0.05 
	0.11 
	0.00 
	0.10 
	4.53 
	***

	Cash Assets / (Total Assets – Cash Assets)
	451
	0.14 
	0.09 
	0.18 
	0.04 
	0.18 
	2873
	0.15 
	0.08 
	0.23 
	0.03 
	0.19 
	-1.38 
	

	Equities of Affiliates / Total Assets
	451
	0.10 
	0.07 
	0.12 
	0.01 
	0.16 
	2875
	0.05 
	0.00 
	0.09 
	0.00 
	0.07 
	10.56 
	***

	CS Ownership
	424
	0.19 
	0.19 
	0.16 
	0.02 
	0.32 
	2100
	0.21 
	0.21 
	0.18 
	0.02 
	0.33 
	-1.89 
	*

	Market to Book
	448
	0.87 
	0.80 
	0.39 
	0.66 
	0.97 
	2448
	0.88 
	0.78 
	0.44 
	0.64 
	0.97 
	-0.53 
	

	Sales Growth
	444
	0.10 
	0.07 
	0.34 
	-0.01 
	0.16 
	2783
	0.08 
	0.05 
	0.37 
	-0.04 
	0.15 
	1.30 
	

	Age
	451
	34.22 
	33.00 
	15.41 
	25.00 
	45.00 
	2875
	31.98 
	32.00 
	13.43 
	25.00 
	40.00 
	3.22 
	***


Panel B. Investing Firms in Overseas Sample and Domestic Sample

	
	Overseas Sample
	 Domestic Sample
	Difference

	Firm Characteristics
	N
	MEAN
	MEDIAN
	S.D.
	1st Q
	4th Q
	N
	MEAN
	MEDIAN
	S.D.
	1st Q
	4th Q
	t-value
	p-value

	Chaebol Dummy
	153
	0.35 
	0.00 
	0.48 
	0.00 
	1.00 
	340
	0.34 
	0.00 
	0.48 
	0.00 
	1.00 
	0.19 
	

	Regulation Dummy
	153
	0.20 
	0.00 
	0.40 
	0.00 
	0.00 
	340
	0.18 
	0.00 
	0.39 
	0.00 
	0.00 
	0.53 
	

	Assets (in billion)
	153
	2,781 
	368 
	6,204 
	142 
	2,288 
	340
	2,155 
	393 
	4,846 
	164 
	1,630 
	1.21 
	

	Leverage
	153
	0.51 
	0.50 
	0.21 
	0.39 
	0.63 
	340
	0.51 
	0.52 
	0.19 
	0.36 
	0.63 
	-0.16 
	

	Net Income / Total Assets
	153
	0.06 
	0.06 
	0.06 
	0.03 
	0.09 
	340
	0.06 
	0.06 
	0.07 
	0.03 
	0.09 
	0.33 
	

	Operating Income / Total Assets
	153
	0.04 
	0.04 
	0.08 
	0.01 
	0.07 
	340
	0.03 
	0.03 
	0.10 
	0.01 
	0.07 
	1.26 
	

	Cash from Operations / Total Assets
	153
	0.07 
	0.06 
	0.09 
	0.03 
	0.12 
	338
	0.07 
	0.07 
	0.09 
	0.02 
	0.12 
	0.11 
	

	Cash Assets / (Total Assets – Cash Assets)
	153
	0.16 
	0.09 
	0.24 
	0.04 
	0.21 
	340
	0.12 
	0.08 
	0.13 
	0.04 
	0.16 
	2.61
	***

	Equities of Affiliates / Total Assets
	153
	0.12 
	0.08 
	0.12 
	0.04 
	0.19 
	340
	0.10 
	0.06 
	0.12 
	0.00 
	0.15 
	2.13 
	**

	CS Ownership
	138
	0.20 
	0.20 
	0.18 
	0.01 
	0.32 
	323
	0.18 
	0.18 
	0.15 
	0.02 
	0.30 
	1.24 
	

	Market to Book
	152
	0.99 
	0.91 
	0.46 
	0.73 
	1.10 
	338
	0.83 
	0.77 
	0.35 
	0.63 
	0.93 
	4.02 
	***

	Sales Growth
	151
	0.11 
	0.07 
	0.37 
	0.01 
	0.18 
	334
	0.10 
	0.06 
	0.31 
	-0.01 
	0.16 
	0.49 
	

	Age
	153
	33.10 
	32.00 
	17.29 
	23.00 
	44.00 
	340
	35.05 
	34.00 
	15.15 
	26.00 
	45.00 
	-1.26 
	

	Transaction Amount / Market Value of the Investor
	152
	0.05 
	0.02 
	0.10 
	0.01 
	0.06 
	338
	0.08 
	0.03 
	0.20 
	0.01 
	0.08 
	-1.57 
	


Panel C. Investing Firms vs Issuing firms in Sample with Information about Issuing firms
	
	Investing Firms
	Affiliated Firms
	Difference

	Firm Characteristics
	N
	MEAN
	MEDIAN
	S.D.
	1st Q
	4th Q
	N
	MEAN
	MEDIAN
	S.D.
	1st Q
	4th Q
	t-value
	p-value

	Chaebol Dummy
	315
	0.37 
	0.00 
	0.48 
	0.00 
	1.00 
	
	
	
	
	
	
	
	

	Regulation Dummy
	315
	0.19 
	0.00 
	0.39 
	0.00 
	0.00 
	
	
	
	
	
	
	
	

	Assets (in billion)
	315
	2,198 
	505 
	4,532 
	176 
	1,850 
	315 
	114 
	26 
	288 
	8 
	79 
	8 
	*** 

	Leverage
	315
	0.52 
	0.55 
	0.18 
	0.38 
	0.63 
	315
	0.80 
	0.74 
	0.43 
	0.60 
	0.91 
	-10.65 
	***

	Net Income / Total Assets
	315
	0.03 
	0.02 
	0.08 
	0.01 
	0.06 
	312
	-0.07 
	-0.01 
	0.20 
	-0.09 
	0.03 
	7.92 
	***

	Operating Income / Total Assets
	315
	0.06 
	0.06 
	0.06 
	0.03 
	0.09 
	314
	-0.02 
	0.01 
	0.16 
	-0.04 
	0.07 
	8.42 
	***

	Cash from Operations / Total Assets
	311
	0.07 
	0.07 
	0.08 
	0.02 
	0.12 
	
	
	
	
	
	
	
	

	Cash Assets / (Total Assets – Cash Assets)
	315
	0.11 
	0.07 
	0.13 
	0.03 
	0.16 
	
	
	
	
	
	
	
	

	Equities of Affiliates / Total Assets
	315
	0.11 
	0.07 
	0.12 
	0.00 
	0.16 
	
	
	
	
	
	
	
	

	CS Ownership
	302
	0.17 
	0.16 
	0.15 
	0.02 
	0.27 
	
	
	
	
	
	
	
	

	Market to Book
	314
	0.82 
	0.77 
	0.33 
	0.65 
	0.92 
	
	
	
	
	
	
	
	

	Sales Growth
	310
	0.09 
	0.06 
	0.21 
	-0.01 
	0.15 
	228
	0.49 
	0.12 
	1.38 
	0.00 
	0.37 
	-4.23 
	***

	Age
	315
	35.62 
	34.00 
	14.37 
	28.00 
	45.00 
	314
	11.15 
	8.00 
	10.19 
	3.00 
	16.00 
	24.64 
	***


Table 3: Logit Regressions

Following table gives the result from Logit regressions, where the dependent variable is equal to one if the firm acquires equities issued by affiliated firms for a year and zero otherwise of investment likelihood for investing firms’ characteristics. Firms in each sample are listed on the Stock Market Division of Korea Exchange. Financial institutions or the firms classified as non-financial holding companies according to the Standard Industry Classification are excluded. Overseas (Domestic) Sample consists of the firms that purchased the equities issued by affiliated firms located outside (in) Korea. Regulation Dummy equals to one if the firm is subject to the “Ceiling on the equity investment in affiliated firms” and otherwise zero, Firm Size is the natural logarithm of total assets in millions of Korean Won, Leverage is the total liabilities scaled by total assets, Operating Profit is the operating income scaled by total assets, Cash Holdings is calculated as the sum of cash and cash equivalents, short term financial instruments, and short term investment scaled by total assets, Control over Affiliates is the amount of affiliated firms’ equities scaled by total assets, CS Ownership is the sum of the shares of the investing firm owned by the controlling shareholder, his family, relatives, and not-for-profit organizations under their influence, and Market to Book is the sum of the market value of common stocks, preferred stocks, total liabilities scaled by total assets. Standard errors are in the parenthesis. The asterisks, ***, **, and * denote statistical significance at 1, 5, and 10 percent levels, respectively. 

	
	(1)
	(2)
	(3)
	(4)
	(5)

	
	Whole Sample
	Overseas Sample
	Domestic Sample
	Domestic Sample
	Domestic Sample

	Sample Period
	2001 – 2005
	2001 – 2005
	2001 – 2005
	2001 – 2003
	2004 – 2005

	Intercept
	-8.448
	***
	-12.605
	***
	-8.235
	***
	-7.988 
	***
	-8.854
	***

	
	(0.634)
	
	(1.217)
	
	(0.684)
	
	(0.893)
	
	(1.103)
	

	Regulation Dummy
	-0.221 
	
	0.009 
	
	-0.253 
	
	-0.106 
	
	-0.442 
	

	
	(0.190)
	
	(0.308)
	
	(0.202)
	
	(0.254)
	
	(0.340)
	

	Firm Size
	0.505 
	***
	0.505 
	***
	0.518 
	***
	0.533 
	***
	0.488 
	***

	
	(0.048)
	
	(0.080)
	
	(0.053)
	
	(0.069)
	
	(0.085)
	

	Leverage
	-0.008 
	
	0.637 
	
	-0.216 
	
	0.252 
	
	-0.321 
	

	
	(0.299)
	
	(0.475)
	
	(0.357)
	
	(0.484)
	
	(0.610)
	

	Operating Profit
	1.067 
	
	0.183 
	
	1.332 
	
	1.715 
	
	0.998 
	

	
	(0.960)
	
	(1.583)
	
	(1.128)
	
	(1.501)
	
	(1.789)
	

	Cash Holdings
	0.073 
	
	0.213 
	***
	0.012 
	
	0.072 
	
	-0.055 
	

	
	(0.048)
	
	(0.081)
	
	(0.053)
	
	(0.072)
	
	(0.079)
	

	Control over Affiliates
	3.272 
	***
	3.251 
	***
	2.854 
	***
	3.410 
	***
	2.323 
	***

	
	(0.504)
	
	(0.791)
	
	(0.554)
	
	(0.753)
	
	(0.847)
	

	CS Ownership
	0.620 
	*
	1.899 
	***
	0.087 
	
	0.167 
	
	-0.032 
	

	
	(0.370)
	
	(0.615)
	
	(0.421)
	
	(0.550)
	
	(0.662)
	

	Market to Book
	0.100 
	
	0.748 
	***
	-0.303 
	
	-1.158 
	***
	0.365 
	

	
	(0.172)
	
	(0.231)
	
	(0.220)
	
	(0.376)
	
	(0.273)
	

	Year Dummy
	yes
	
	yes
	
	yes
	
	yes
	
	yes
	

	Industry Dummy
	no
	
	no
	
	no
	
	no
	
	no
	

	Psuedo R-square
	15.40
	
	30.69
	
	13.86
	
	15.32
	
	13.59
	

	Number of Observations
	2,504
	
	2,504
	
	2,504
	
	1,456
	
	1,048
	


Table 4: Tobit Regressions

Following table gives the result from Tobit regressions, where the dependent variable is the natural logarithm of one plus the yearly sum of investing firm’s equity investment in affiliated firms scaled by the total assets. Firms in each sample are listed on the Stock Market Division of Korea Exchange. Financial institutions or the firms classified as non-financial holding companies according to the Standard Industry Classification are excluded. Overseas (Domestic) Sample consists of the firms that purchased the equities issued by affiliated firms located outside (in) Korea. Regulation Dummy equals to one if the firm is subject to the “Ceiling on the equity investment in affiliated firms” and otherwise zero, Firm Size is the natural logarithm of total assets in millions of Korean Won, Leverage is the total liabilities scaled by total assets, Operating Profit is the operating income scaled by total assets, Cash Holdings is calculated as the sum of cash and cash equivalents, short term financial instruments, and short term investment scaled by total assets, Control over Affiliates is the amount of affiliated firms’ equities scaled by total assets, CS Ownership is the sum of the shares of the investing firm owned by the controlling shareholder, his family, relatives, and not-for-profit organizations under their influence, and Market to Book is the sum of the market value of common stocks, preferred stocks, total liabilities scaled by total assets. Standard errors are in the parenthesis. The asterisks, ***, **, and * denote statistical significance at 1, 5, and 10 percent levels, respectively. 
	
	(1)
	(2)
	(3)
	(4)
	(5)

	
	Whole Sample
	Overseas Sample
	Domestic Sample
	Domestic Sample
	Domestic Sample

	Sample Period
	2001 – 2005
	2001 – 2005
	2001 – 2005
	2001 – 2003
	2004 – 2005

	Intercept
	-0.102 
	***
	-0.118 
	***
	-0.115 
	***
	-0.088
	***
	-0.144
	***

	
	(0.011)
	
	(0.019)
	
	(0.012)
	
	0.013
	
	0.024
	

	Regulation Dummy
	-0.006 
	*
	-0.002 
	
	-0.006 
	*
	-0.003
	
	-0.012
	*

	
	(0.003)
	
	(0.005)
	
	(0.003)
	
	0.004
	
	0.007
	

	Firm Size
	0.006 
	***
	0.005 
	***
	0.006 
	***
	0.006
	***
	0.006
	***

	
	(0.001)
	
	(0.001)
	
	(0.001)
	
	0.001
	
	0.002
	

	Leverage
	0.003 
	
	0.012 
	*
	-0.002 
	
	-0.002
	
	0.007
	

	
	(0.005)
	
	(0.007)
	
	(0.005)
	
	0.006
	
	0.012
	

	Operating Profit
	0.022 
	
	0.024 
	
	0.020 
	
	0.009
	
	0.045
	

	
	(0.014)
	
	(0.025)
	
	(0.016)
	
	0.017
	
	0.033
	

	Cash Holdings
	0.001 
	*
	0.003 
	***
	0.000 
	
	0.001
	
	-0.001
	

	
	(0.001)
	
	(0.001)
	
	(0.001)
	
	0.001
	
	0.002
	

	Control over Affiliates
	0.055 
	***
	0.059 
	***
	0.046 
	***
	0.04
	***
	0.055
	***

	
	(0.009)
	
	(0.014)
	
	(0.009)
	
	0.01
	
	0.017
	

	CS Ownership
	0.004 
	
	0.021 
	**
	-0.003 
	
	-0
	
	-0.004
	

	
	(0.006)
	
	(0.010)
	
	(0.007)
	
	0.007
	
	0.013
	

	Market to Book
	0.001 
	
	0.011 
	***
	-0.004 
	
	-0.012
	***
	0.006
	

	
	(0.003)
	
	(0.004)
	
	(0.003)
	
	0.004
	
	0.005
	

	Year Dummy
	yes
	
	yes
	
	yes
	
	yes
	
	yes
	

	Industry Dummy
	no
	
	no
	
	no
	
	no
	
	no
	

	Number of Observations
	2,504
	
	2,504
	
	2,504
	
	1,456
	
	1,048
	


Table 5: OLS Regressions

Following table gives the result from OLS regressions, where the dependent variable is the natural logarithm of the yearly sum of investing firm’s equity investment in affiliated firms scaled by the total assets. Firms in each sample are listed on the Stock Market Division of Korea Exchange. Financial institutions or the firms classified as non-financial holding companies according to the Standard Industry Classification are excluded. Panel A shows the result from analyzing the sample that includes the information of investing firms. Panel B shows the result from analyzing the Domestic Sample that includes the information of both investing firms and issuing firms. Overseas (Domestic) Sample consists of the firms that purchased the equities issued by affiliated firms located outside (in) Korea. Regulation Dummy equals to one if the firm is subject to the “Ceiling on the equity investment in affiliated firms” and otherwise zero, Firm Size is the natural logarithm of total assets in millions of Korean Won, Leverage is the total liabilities scaled by total assets, Operating Profit is the operating income scaled by total assets, Cash Holdings is calculated as the sum of cash and cash equivalents, short term financial instruments, and short term investment scaled by total assets, Control over Affiliates is the amount of affiliated firms’ equities scaled by total assets, CS Ownership is the sum of the shares of the investing firm owned by the controlling shareholder, his family, relatives, and not-for-profit organizations under their influence, and Market to Book is the sum of the market value of common stocks, preferred stocks, total liabilities scaled by total assets. Suffix ‘p’ denotes investing firms and suffix ‘a’ denotes issuing firms. Standard errors are in the parenthesis. The asterisks, ***, **, and * denote statistical significance at 1, 5, and 10 percent levels, respectively. 

[Results are reported in the subsequent page]

Panel A. Sample with the information of investing firms

	
	(1)
	(2)
	(3)
	(4)
	(5)

	
	Whole Sample
	Overseas Sample
	Domestic Sample
	Domestic Sample
	Domestic Sample

	Sample Period
	2001 – 2005
	2001 – 2005
	2001 – 2005
	2001 – 2003
	2004 – 2005

	Intercept
	0.631 
	
	0.651 
	
	1.242 
	
	0.083 
	
	1.304 
	

	
	(1.632)
	
	(1.411)
	
	(1.849)
	
	(2.290)
	
	(2.002)
	

	Regulation Dummy
	-0.396 
	*
	-0.643 
	*
	-0.399 
	
	-0.519 
	
	-0.581 
	

	
	(0.239)
	
	(0.349)
	
	(0.292)
	
	(0.426)
	
	(0.448)
	

	Firm Size
	-0.280 
	***
	-0.296 
	***
	-0.322 
	***
	-0.211 
	*
	-0.521 
	***

	
	(0.062)
	
	(0.086)
	
	(0.079)
	
	(0.116)
	
	(0.114)
	

	Leverage
	-0.098 
	
	0.729 
	
	-0.159 
	
	-0.092 
	
	0.940 
	

	
	(0.465)
	
	(0.574)
	
	(0.659)
	
	(0.990)
	
	(0.950)
	

	Operating Profit
	-0.024 
	
	1.162 
	
	-0.476 
	
	0.887 
	
	0.999 
	

	
	(1.450)
	
	(2.181)
	
	(1.860)
	
	(2.826)
	
	(2.797)
	

	Cash Holdings
	0.056 
	
	0.130 
	
	0.059 
	
	0.091 
	
	0.149 
	

	
	(0.060)
	
	(0.093)
	
	(0.078)
	
	(0.119)
	
	(0.116)
	

	Control over Affiliates
	1.089 
	*
	2.110 
	**
	0.680 
	
	-0.512 
	
	2.444 
	**

	
	(0.613)
	
	(0.861)
	
	(0.765)
	
	(1.139)
	
	(1.064)
	

	CS Ownership
	-1.199 
	**
	-2.311 
	***
	-0.989 
	
	-0.321 
	
	-1.699 
	*

	
	(0.516)
	
	(0.715)
	
	(0.661)
	
	(1.023)
	
	(0.893)
	

	Market to Book
	-0.093 
	
	-0.224 
	
	-0.432 
	
	-1.390 
	**
	0.489 
	

	
	(0.263)
	
	(0.354)
	
	(0.379)
	
	(0.640)
	
	(0.486)
	

	Year Dummy
	yes
	
	yes
	
	yes
	
	yes
	
	yes
	

	Industry Dummy
	yes
	
	yes
	
	yes
	
	yes
	
	yes
	

	Adjusted R-square (%)
	20.17
	
	47.32
	
	17.21
	
	10.88
	
	31.67
	

	Number of Observations
	436
	
	143
	
	331
	
	204
	
	127
	


Panel B. Domestic Sample with the information of both investing firms and issuing firms
	
	(1)
	
	(2)
	
	(3)
	

	Sample Period
	2001 – 2005
	2001 – 2003
	2004 – 2005

	Intercept
	1.649 
	
	-0.883 
	
	0.444 
	

	
	(1.009)
	
	(1.562)
	
	(1.279)
	

	Regulation Dummy_p
	-0.345 
	
	-0.404 
	
	-0.423 
	

	
	(0.294)
	
	(0.386)
	
	(0.431)
	

	Firm Size_p
	-0.477 
	***
	-0.586 
	***
	-0.583 
	***

	
	(0.075)
	
	(0.112)
	
	(0.101)
	

	Leverage_p
	-0.239 
	
	-0.924 
	
	0.049 
	

	
	(0.601)
	
	(0.830)
	
	(0.783)
	

	Operating Profit_p
	0.744 
	
	1.912 
	
	-0.627 
	

	
	(1.787)
	
	(2.282)
	
	(2.792)
	

	Cash Holdings_p
	0.093 
	
	0.120 
	
	0.133 
	

	
	(0.077)
	
	(0.114)
	
	(0.093)
	

	Control over Affiliates_p
	0.842 
	
	0.380 
	
	0.330 
	

	
	(0.722)
	
	(1.110)
	
	(0.875)
	

	CS Ownership_p
	-1.167 
	*
	-0.321 
	
	-0.757 
	

	
	(0.650)
	
	(0.958)
	
	(0.786)
	

	Market to Book_p
	-0.423 
	
	-0.730 
	
	-0.062 
	

	
	(0.337)
	
	(0.529)
	
	(0.418)
	

	Listed_a
	
	
	-0.625 
	
	-0.007 
	

	
	
	
	(0.447)
	
	(0.308)
	

	Firm Size_a 
	
	
	0.374 
	***
	0.276 
	***

	
	
	
	(0.081)
	
	(0.085)
	

	Leverage_a
	
	
	0.726
	*
	-0.074 
	

	
	
	
	(0.435)
	
	(0.446)
	

	Operating Profit_a
	
	
	-1.849 
	*
	-1.636 
	*

	
	
	
	(0.988)
	
	(0.961)
	

	Equity Loss_a
	
	
	0.198 
	
	-0.349 
	

	
	
	
	(0.469)
	
	(0.491)
	

	Operating Profit * Equity Loss_a
	
	
	1.658 
	
	2.021 
	

	
	
	
	(1.807)
	
	(1.884)
	

	Year Dummy
	yes
	
	yes
	
	yes
	

	Industry Dummy
	no
	
	no
	
	no 
	

	Adjusted R-square (%)
	23.69
	
	30.35
	
	36.12
	

	Number of Observations
	302
	
	182
	
	119
	


Panel C. Domestic Sample with the information of both investing firms and issuing firms
	
	(1)
	(2)

	Sample Period
	2001 – 2005
	2001 – 2005

	Intercept
	1.917 
	
	2.349 
	

	
	(2.000)
	
	(2.284)
	

	Regulation Dummy_p
	-0.226 
	
	-0.224 
	

	
	(0.320)
	
	(0.585)
	

	Firm Size_p
	-0.578 
	***
	-0.597 
	***

	
	(0.082)
	
	(0.130)
	

	Leverage_p
	-0.435 
	
	0.547 
	

	
	(0.721)
	
	(1.094)
	

	Operating Profit_p
	-1.047 
	
	0.264 
	

	
	(2.123)
	
	(4.002)
	

	Cash Holdings_p
	0.142 
	*
	0.187 
	

	
	(0.083)
	
	(0.131)
	

	Control over Affiliates_p
	0.637 
	
	0.845 
	

	
	(0.786)
	
	(1.115)
	

	CS Ownership_p
	-1.170 
	*
	-1.664 
	

	
	(0.678)
	
	(1.029)
	

	Market to Book_p
	-0.170 
	
	-0.341 
	

	
	(0.433)
	
	(0.709)
	

	01-03 Dummy
	
	
	-0.450 
	

	
	
	
	(2.151)
	

	Regulation Dummy_p *01-03 Dummy
	
	
	0.042 
	

	
	
	
	(0.677)
	

	Firm Size_p *01-03 Dummy
	
	
	0.031 
	

	
	
	
	(0.160)
	

	Leverage_p *01-03 Dummy
	
	
	-1.459 
	

	
	
	
	(1.277)
	

	Operating Profit_p *01-03 Dummy
	
	
	-1.125 
	

	
	
	
	(4.387)
	

	Cash Holdings_p *01-03 Dummy
	
	
	-0.040 
	

	
	
	
	(0.165)
	

	Control over Affiliates_p *01-03 Dummy
	
	
	-0.461 
	

	
	
	
	(1.461)
	

	CS Ownership_p *01-03 Dummy
	
	
	0.958 
	

	
	
	
	(1.408)
	

	Market to Book_p *01-03 Dummy
	
	
	0.164 
	

	
	
	
	(0.838)
	

	Listed_a
	-0.280 
	
	-0.271 
	

	
	(0.299)
	
	(0.302)
	

	Firm Size_a 
	0.315 
	***
	0.323 
	***

	
	(0.064)
	
	(0.064)
	

	Leverage_a
	0.215 
	
	0.221 
	

	
	(0.344)
	
	(0.354)
	

	Operating Profit_a
	-1.404 
	*
	-1.391 
	*

	
	(0.786)
	
	(0.801)
	

	Equity Loss_a
	0.144 
	
	0.197 
	

	
	(0.344)
	
	(0.354)
	

	Operating Profit * Equity Loss_a
	1.619 
	
	1.678 
	

	
	(1.391)
	
	(1.385)
	

	Year Dummy
	yes
	
	yes
	

	Industry Dummy
	yes
	
	yes 
	

	Adjusted R-square (%)
	33.52
	
	32.72
	

	Number of Observations
	301
	
	301
	


Table 6: Cumulative Average Returns (CAR)

Following table gives the result from OLS regressions, where the dependent variable is the natural logarithm of the yearly sum of investing firm’s equity investment in affiliated firms scaled by the total assets. Firms in each sample are listed on the Stock Market Division of Korea Exchange. Financial institutions or the firms classified as non-financial holding companies according to the Standard Industry Classification are excluded.
Panel A. CAR for Window (-5, +10)
	
	Overseas Sample (2001 – 2005)
	 Domestic Sample (2001 – 2005)

	day
	N
	avg. AR

	avg. CAR
	t-value of avg. AR
	t-value of avg. CAR
	N
	avg. AR
	avg. CAR
	t-value of avg. AR
	t-value of avg. CAR

	-5
	147
	-0.04%
	-0.04%
	-0.15 
	-0.15 
	323
	0.00%
	0.00%
	     0.01 
	     0.01 

	-4
	147
	-0.17%
	-0.21%
	-0.72 
	-0.59 
	323
	-0.34%
	-0.34%
	-2.30 
	-1.50 

	-3
	147
	0.17%
	-0.05%
	0.79 
	-0.10 
	323
	0.14%
	-0.20%
	     0.79 
	-0.70 

	-2
	147
	0.10%
	0.05%
	0.47 
	0.11 
	323
	0.03%
	-0.15%
	     0.15 
	-0.44 

	-1
	147
	-0.24%
	-0.18%
	-1.34 
	-0.36 
	323
	0.04%
	-0.13%
	     0.19 
	-0.36 

	0

	147
	-0.13%
	-0.26%
	-0.61 
	-0.47 
	323
	-0.29%
	-0.40%
	-1.91 
	-1.03 

	1
	147
	0.19%
	-0.13%
	0.84 
	-0.22 
	323
	-0.16%
	-0.58%
	-1.07 
	-1.41 

	2
	147
	-0.04%
	-0.14%
	-0.15 
	-0.23 
	323
	-0.21%
	-0.75%
	-1.21 
	-1.80 

	3
	147
	-0.20%
	-0.43%
	-0.91 
	-0.72 
	323
	-0.18%
	-0.92%
	-1.15 
	-1.98 

	4
	147
	0.03%
	-0.41%
	0.15 
	-0.67 
	323
	-0.30%
	-1.21%
	-2.12 
	-2.53 

	5
	147
	0.13%
	-0.36%
	0.55 
	-0.52 
	323
	0.05%
	-1.16%
	     0.28 
	-2.33 

	6
	147
	0.22%
	-0.14%
	0.88 
	-0.17 
	323
	0.10%
	-1.11%
	     0.59 
	-2.07 

	7
	147
	0.24%
	0.17%
	0.89 
	0.19 
	323
	-0.15%
	-1.24%
	-0.91 
	-2.18 

	8
	147
	-0.04%
	0.05%
	-0.18 
	0.05 
	323
	0.00%
	-1.22%
	     0.01 
	-2.07 

	9
	147
	0.51%
	0.62%
	1.98 
	0.61 
	323
	-0.24%
	-1.35%
	-1.69 
	-2.31 

	10
	147
	-0.25%
	0.38%
	-1.29 
	0.38 
	323
	0.15%
	-1.20%
	     0.99 
	-2.04 


Panel B. CAR for Window (-1, +10)

	
	Overseas Sample (2001–2005)
	 Domestic Sample (2001–2005)

	day
	N
	avg. AR

	avg. CAR
	t-value of avg. AR
	t-value of avg. CAR
	N
	avg. AR
	avg. CAR
	t-value of avg. AR
	t-value of avg. CAR

	-1
	147
	-0.24%
	-0.24%
	-1.34 
	-1.34 
	323
	0.04%
	0.04%
	0.19 
	0.19 

	0

	147
	-0.13%
	-0.40%
	-0.61 
	-1.46 
	323
	-0.29%
	-0.25%
	-1.91 
	-1.07 

	1
	147
	0.19%
	-0.22%
	0.84 
	-0.60 
	323
	-0.16%
	-0.39%
	-1.07 
	-1.34 

	2
	147
	-0.04%
	-0.23%
	-0.15 
	-0.56 
	323
	-0.21%
	-0.57%
	-1.21 
	-1.81 

	3
	147
	-0.20%
	-0.53%
	-0.91 
	-1.34 
	323
	-0.18%
	-0.74%
	-1.15 
	-2.05 

	4
	147
	0.03%
	-0.52%
	0.15 
	-1.24 
	323
	-0.30%
	-1.04%
	-2.12 
	-2.75 

	5
	147
	0.13%
	-0.47%
	0.55 
	-0.99 
	323
	0.05%
	-0.99%
	0.28 
	-2.48 

	6
	147
	0.22%
	-0.24%
	0.88 
	-0.43 
	323
	0.10%
	-0.90%
	0.59 
	-2.06 

	7
	147
	0.24%
	0.07%
	0.89 
	0.10 
	323
	-0.15%
	-1.04%
	-0.91 
	-2.22 

	8
	147
	-0.04%
	-0.06%
	-0.18 
	-0.08 
	323
	0.00%
	-1.03%
	0.01 
	-2.10 

	9
	147
	0.51%
	0.51%
	1.98 
	0.65 
	323
	-0.24%
	-1.18%
	-1.69 
	-2.36 

	10
	147
	-0.25%
	0.27%
	-1.29 
	0.34 
	323
	0.15%
	-1.02%
	0.99 
	-2.02 


 Panel C. CAR for Window (-5, +10) in Domestic Sample

	
	Domestic Sample (2001–2003)
	 Domestic Sample (2004–2005)

	day
	N
	avg. AR

	avg. CAR
	t-value of avg. AR
	t-value of avg. CAR
	N
	avg. AR
	avg. CAR
	t-value of avg. AR
	t-value of avg. CAR

	-5
	   195 
	0.06%
	0.06%
	0.22 
	0.22 
	128
	-0.08%
	-0.08%
	-0.35 
	-0.35 

	-4
	   195 
	-0.18%
	-0.13%
	-0.90 
	-0.39 
	128
	-0.59%
	-0.67%
	-2.75 
	-2.26 

	-3
	   195 
	0.32%
	0.19%
	1.30 
	0.49 
	128
	-0.13%
	-0.80%
	-0.50 
	-1.95 

	-2
	   195 
	0.04%
	0.27%
	0.17 
	0.63 
	128
	0.01%
	-0.79%
	0.02 
	-1.48 

	-1
	   195 
	0.10%
	0.34%
	0.41 
	0.68 
	128
	-0.06%
	-0.85%
	-0.21 
	-1.57 

	0

	   195 
	-0.32%
	0.06%
	-1.63 
	0.12 
	128
	-0.25%
	-1.10%
	-1.02 
	-1.84 

	1
	   195 
	0.07%
	0.10%
	0.38 
	0.19 
	128
	-0.52%
	-1.61%
	-2.22 
	-2.44 

	2
	   195 
	-0.29%
	-0.12%
	-1.21 
	-0.23 
	128
	-0.08%
	-1.70%
	-0.36 
	-2.59 

	3
	   195 
	-0.20%
	-0.30%
	-1.03 
	-0.52 
	128
	-0.16%
	-1.85%
	-0.58 
	-2.37 

	4
	   195 
	-0.49%
	-0.79%
	-2.61 
	-1.32 
	128
	-0.01%
	-1.86%
	-0.04 
	-2.32 

	5
	   195 
	-0.30%
	-1.08%
	-1.44 
	-1.77 
	128
	0.57%
	-1.29%
	2.05 
	-1.51 

	6
	195
	-0.30%
	-1.08%
	-1.44 
	-1.77 
	128
	-0.33%
	-1.61%
	-1.50 
	-1.72 

	7
	195
	0.39%
	-0.78%
	        1.54 
	-1.21 
	128
	0.10%
	-1.51%
	    0.37 
	-1.59 

	8
	195
	-0.31%
	-1.05%
	-1.56 
	-1.50 
	128
	-0.13%
	-1.65%
	-0.58 
	-1.70 

	9
	195
	0.09%
	-0.93%
	        0.45 
	-1.26 
	128
	-0.25%
	-1.90%
	-1.29 
	-1.97 

	10
	195
	-0.23%
	-0.98%
	-1.18 
	-1.34 
	128
	0.40%
	-1.49%
	    1.65 
	-1.53 


Panel C. CAR for Window (-1, +10) in Domestic Sample

	
	Domestic Sample (2001–2003)
	 Domestic Sample (2004–2005)

	day
	N
	avg. AR

	avg. CAR
	t-value of avg. AR
	t-value of avg. CAR
	N
	avg. AR
	avg. CAR
	t-value of avg. AR
	t-value of avg. CAR

	-1
	195
	0.10%
	0.10%
	0.41 
	0.41 
	128
	-0.06%
	-0.06%
	-0.21 
	-0.21 

	0

	195
	-0.32%
	-0.22%
	-1.63 
	-0.78 
	128
	-0.25%
	-0.31%
	-1.02 
	-0.74 

	1
	195
	0.07%
	-0.11%
	0.38 
	-0.33 
	128
	-0.52%
	-0.82%
	-2.22 
	-1.53 

	2
	195
	-0.29%
	-0.34%
	-1.21 
	-0.94 
	128
	-0.08%
	-0.91%
	-0.36 
	-1.61 

	3
	195
	-0.20%
	-0.53%
	-1.03 
	-1.31 
	128
	-0.16%
	-1.06%
	-0.58 
	-1.58 

	4
	195
	-0.49%
	-1.02%
	-2.61 
	-2.32 
	128
	-0.01%
	-1.07%
	-0.04 
	-1.57 

	5
	195
	-0.30%
	-1.32%
	-1.44 
	-2.84 
	128
	0.57%
	-0.50%
	2.05 
	-0.69 

	6
	195
	0.39%
	-0.96%
	1.54 
	-1.94 
	128
	-0.33%
	-0.82%
	-1.50 
	-1.01 

	7
	195
	-0.31%
	-1.24%
	-1.56 
	-2.27 
	128
	0.10%
	-0.72%
	0.37 
	-0.87 

	8
	195
	0.09%
	-1.15%
	0.45 
	-1.95 
	128
	-0.13%
	-0.86%
	-0.58 
	-1.00 

	9
	195
	-0.23%
	-1.22%
	-1.18 
	-2.09 
	128
	-0.25%
	-1.11%
	-1.29 
	-1.25 

	10
	195
	-0.02%
	-1.24%
	-0.09 
	-2.07 
	128
	0.40%
	-0.70%
	1.65 
	-0.78 


Table 7: OLS Regressions of CAR (-1,+4) in Domestic Sample

Following table gives the result from OLS regressions, where the dependent variable is CAR for window (-1,+4) in Domestic Sample. Domestic Sample consists of the firms that are listed on the Stock Market Division of Korea Exchange and purchased the equities issued by affiliated firms located in Korea. Financial institutions or the firms classified as non-financial holding companies according to the Standard Industry Classification are excluded. Panel A shows the result from analyzing the sample that includes the information of investing firms. Panel B shows the result from analyzing the Domestic Sample that includes the information of both investing firms and issuing firms. Deal Size is the investment amount scaled by the market value of the investing firm for each transaction, Unexpected Firm Dummy equals to one if the firm shows the estimate that belongs to the 1st quartile of the likelihood of equity investment in the relevant affiliated firms and zero otherwise , Regulation Dummy equals to one if the firm is subject to the “Ceiling on the equity investment in affiliated firms” and otherwise zero, Firm Size is the natural logarithm of total assets in millions of Korean Won, Leverage is the total liabilities scaled by total assets, Operating Profit is the operating income scaled by total assets, Cash Holdings is calculated as the sum of cash and cash equivalents, short term financial instruments, and short term investment scaled by total assets, Control over Affiliates is the amount of affiliated firms’ equities scaled by total assets, CS Ownership is the sum of the shares of the investing firm owned by the controlling shareholder, his family, relatives, and not-for-profit organizations under their influence, and Market to Book is the sum of the market value of common stocks, preferred stocks, total liabilities scaled by total assets. Suffix ‘p’ denotes investing firms and suffix ‘a’ denotes issuing firms. Standard errors are in the parenthesis. The asterisks, ***, **, and * denote statistical significance at 1, 5, and 10 percent levels, respectively. 

Panel A. Domestic Sample with the information of investing firms

	
	(1)
	
	(2)
	
	(3)
	
	(4)
	

	Sample Period
	2001 – 2005
	2001 – 2003
	2004 – 2005

	Intercept
	-0.076 
	
	-0.162 
	
	0.016 
	
	0.077 
	

	
	(0.083)
	
	(0.100)
	
	(0.101)
	
	(0.109)
	

	Unexpected Firm Dummy
	
	
	
	
	
	
	-0.035 
	**

	
	
	
	
	
	
	
	(0.017)
	

	Deal Size
	-0.012 
	
	-0.012 
	
	-0.072 
	
	-0.971 
	

	
	(0.018)
	
	(0.021)
	
	(0.043)
	
	(0.687)
	

	Stock Volatility
	-1.185 
	**
	-1.098 
	
	-1.190 
	*
	-0.832 
	

	
	(0.481)
	
	(0.720)
	
	(0.681)
	
	(0.687)
	

	Regulation Dummy
	-0.014 
	
	-0.029 
	
	-0.011 
	
	0.000 
	

	
	(0.013)
	
	(0.018)
	
	(0.021)
	
	(0.022)
	

	Firm Size
	0.002 
	
	0.007 
	
	0.000 
	
	-0.004 
	

	
	(0.004)
	
	(0.005)
	
	(0.006)
	
	(0.006)
	

	Leverage
	0.013 
	
	0.019 
	
	0.022 
	
	0.018 
	

	
	(0.030)
	
	(0.040)
	
	(0.050)
	
	(0.050)
	

	Operating Profit
	-0.069 
	
	-0.039 
	
	-0.075 
	
	-0.071 
	

	
	(0.083)
	
	(0.114)
	
	(0.144)
	
	(0.145)
	

	Cash Holdings
	-0.006 
	
	-0.007 
	
	-0.002 
	
	-0.001 
	

	
	(0.004)
	
	(0.005)
	
	(0.006)
	
	(0.006)
	

	Control over Affiliates
	0.046 
	
	0.015 
	
	0.117 
	**
	
	

	
	(0.034)
	
	(0.046)
	
	(0.052)
	
	
	

	CS Ownership
	0.016 
	
	0.023 
	
	0.010 
	
	0.023 
	

	
	(0.030)
	
	(0.041)
	
	(0.045)
	
	(0.046)
	

	Market to Book
	0.014 
	
	0.039 
	
	-0.009 
	
	-0.016 
	

	
	(0.018)
	
	(0.027)
	
	(0.026)
	
	(0.027)
	

	Year Dummy
	yes
	
	yes
	
	yes
	
	yes
	

	Industry Dummy
	yes
	
	yes
	
	yes
	
	yes
	

	Adjusted R-square (%)
	0.01
	
	1.48
	
	20.37
	
	19.62
	

	Number of Observations
	301
	
	188
	
	113
	
	113
	


Panel B. Domestic Sample with the information of both investing firms and issuing firms
	
	(1)
	
	(2)
	
	(3)
	

	Sample Period
	2001-2005
	2001-2003
	2004-2005

	Intercept
	-0.025
	
	-0.282 
	*
	-0.055 
	

	
	(0.110)
	
	(0.166)
	
	(0.132)
	

	Deal Size
	-0.024
	
	0.030 
	
	-0.075 
	

	
	(0.042)
	
	(0.091)
	
	(0.051)
	

	Stock Volatility
	-0.956
	
	-0.205 
	
	-0.492 
	

	
	(0.680)
	
	(1.124)
	
	(0.995)
	

	Regulation Dummy_p
	-0.029
	
	-0.042 
	*
	-0.036 
	

	
	(0.018)
	
	(0.023)
	
	(0.038)
	

	Firm Size_p
	-0.001
	
	0.002 
	
	0.001 
	

	
	(0.005)
	
	(0.008)
	
	(0.008)
	

	Leverage_p
	-0.016
	
	0.069 
	
	-0.019 
	

	
	(0.043)
	
	(0.069)
	
	(0.071)
	

	Operating Cash Flow_p
	-0.020
	
	0.249 
	
	-0.066 
	

	
	(0.121)
	
	(0.182)
	
	(0.284)
	

	Cash Holdings_p
	-0.008
	
	-0.002 
	
	-0.011 
	

	
	(0.005)
	
	(0.007)
	
	(0.009)
	

	Control over Affiliates_p
	0.080
	
	-0.007 
	
	0.167 
	**

	
	(0.050)
	
	(0.082)
	
	(0.074)
	

	CS Ownership_p
	-0.013
	
	0.043 
	
	0.048 
	

	
	(0.039)
	
	(0.063)
	
	(0.064)
	

	Market to Book_p
	-0.009
	
	0.021 
	
	-0.015 
	

	
	(0.024)
	
	(0.039)
	
	(0.041)
	

	Listed_a
	-0.016
	
	-0.047 
	
	0.004 
	

	
	(0.018)
	
	(0.030)
	
	(0.026)
	

	Firm Size_a 
	0.000
	
	-0.001 
	
	0.006 
	

	
	(0.004)
	
	(0.005)
	
	(0.007)
	

	Leverage_a
	-0.000
	
	0.045 
	
	-0.022 
	

	
	(0.020)
	
	(0.030)
	
	(0.031)
	

	Operating Profit_a
	-0.038
	
	-0.021 
	
	-0.006 
	

	
	(0.044)
	
	(0.058)
	
	(0.087)
	

	Equity Loss_a
	-0.017
	
	-0.050 
	*
	0.031 
	

	
	(0.085)
	
	(0.029)
	
	(0.031)
	

	Operating Profit * Equity Loss_a
	0.059
	
	0.034 
	
	-0.054 
	

	
	(0.085)
	
	(0.116)
	
	(0.161)
	

	Year Dummy
	yes
	
	yes
	
	yes
	

	Industry Dummy
	yes
	
	yes
	
	yes 
	

	Adjusted R-square (%)
	-0.04
	
	11.26
	
	11.80
	

	Number of Observations
	187
	
	106
	
	81
	


Figure 1: CAR for Window (-5, +10) during the period of 2001–2005
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Figure 2: CAR for Window (-1, +10) during the period of 2001–2005
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Figure 3: CAR for Window (-5, +10) in Domestic Sample
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Figure 4: CAR for Window (-1, +10) in Domestic Sample

[image: image9.emf]-1.50%

-1.00%

-0.50%

0.00%

0.50%

-1 4 9

2001-2003 2004-2005


� Firms that belong to the 30 largest business groups based on total assets in their consolidated balance sheets as of 2000 with the controlling shareholder who is individuals or families and the groups separated from those business groups later 


� As of April 1st, 2006, the regulation of reporting related party transactions changed that publicly traded firms are allowed to report those transactions through their annual reports and are obligated to report by event base only when the transactions apply to the “important management issues”.


� The definition of a large business group has changed to the business groups with total assets more than 5 trillion won in their consolidated balance sheets from the 30 largest business groups based on total assets in their consolidated balance sheets. It includes government owned enterprises.


� An industry that belongs to the same SIC (Standard Industry Classification) code and occupies one quarter of the investing firm’s revenue is regarded as the same industry.


� This exception expired on March 2003.


� For more discussion on Tobit analysis, see Greene (1993).


� Abnormal Returns


� The earliest date among the announcement date, board meeting date, and settlement date


� Abnormal Returns
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